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INVENTORY ACCOUNTING METHODS OF CANADIAN MANUFACTURERS - 


1. INTRODUCTION 


| This report presents results of a survey of manufacturers! inventory 
accounting methods conducted by the Dominion Bureau of Statistics. Similar studies 
have been carried out in other countries, notably the United States, the United King~ 
dom and Australia, but heretofore adequate information on this phase of company 
accounting practice has not been available in Canada. 


Accountants recognize a number of methods of valuing inventory for 
balance sheet purposes. The chief importance of the method adopted by a given firm 
lies in its effect on profits and on the value of inventory. Different methods of 
inventory valuation will result in significantly different values for profits and 
inventory in periods when prices are rising or falling. 


Proper interpretation of statistics of inventory value, such as those 
collected annually and monthly by the Dominion Bureau of Statistics requires knowledge 
of prevalent methods of inventory valuation. It is desirable that the analyst have 
some idea of the extent to which apparent changes in aggregate inventory holdings re- 
flect price changes rather than volume changes; and the degree to which rising or 
falling prices affect the value of reported inventory holdings is related to the in- 
ventory accounting methods adopted by firms. 


In the calculation of economic aggregates, such as national income 
and gross national product, the question of inventory valuation is also of considerable 
importance. Inventory change is a component of gross national expenditure, and profits 
(including “inventory profits“) are a component of national income. These aggregates 
are intended to measure only income and expenditure arising from current production 
in the economy; and it can be argued that inventory profits, which arise from changes 
in price levels, are more in the nature of capital or speculative gains. 


This survey was begun by Mr. CeLe Barber, formerly of the Central 
Research and Development Staff of the Dominion Bureau of Statistics and completed by 
Mrs DeH. Jones, who also analyzed the returns received and prepared the table and 
the report. 


The schedule used was designed with the assistance of the Canadian 
Chartered Accountants! Association. Valuable suggestions were also received from 
accountants of a number of the larger corporations, who were requested to comment 
on a draft schedule. A reproduction of the schedule is given in the Appendix. 


% Prepared under the direction of AeS. Abell, Director, National Income Statistics, 
Research and Development Division. 
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Ii. METHODS, DEFINITIONS AND RESULTS 


Schedules were distributed to 498 firms. Multiple plant firms were 
generally considered as one unt& except where operations extended into several in- 
dustries and different accounting methods were used in each. ‘the survey was designed 
to include all firms with inventory of $1,000,000 or more; about 10 per cent of firms 
with inventory between $500,000 and $1,000,000; and about one per cent of firms with 
inventory less than $500,000, and gross production of $50,000 or more. The control 
period was 1945 for multiple plant firms, and 1946 tor single plants. (see Table} 


a I a Us A ad 


Response, although not complete, was quite good. Of the 498 firms sur- 
veyed 414 sent back replies, complete or nearly so. (see Table) 


A reproduction of the schedule will be found in the Appendix. Replies 
to questions 1, 6, %, 14, 15, 16, 17 have not: been tabulated for the purposes ‘of’ this 
report but will be used as a guide to future classification of firms and for other 
purposese The remaining replies were tabulated and classified into three main groups; | 
large tirms (inventory over $1,000,000); medium firms (inventory $300,000 to $1,000,000); 
small firms (inventory under $300,000}. ; 


ee ee 


| 
All firms were asked toreport separately for each of the three main | 
subdivisions of inventory: raw materials, work in process, and finished goods. The | 
majority of firms were able to classify their inventory in this way. However, some | 
firms reported for only one or two classes of inventory, such as raw materials, and ; 
finished goods (work in process not separated), or raw materials only, or total in- 
ventory onlye To avoid the tabulation and presentation problems involved in -imposing 
sa. further cross-classification of the data (i.e., according to whether firms reported 
S$, ¢, or 1 divisions of inventory), reports where less than three classes of inventory 
were indicated have been handled by an entry in a "not applicable" row, under the 
class or classes of inventory which were not, specified. 
| 
| 
) 


Some firms divided inventory into more than three classes, and indicated 
different accounting treatment for eache For instance, raw materials might be divided 
between "coal™ and "other". In such cases, both replies were tabulated and duplicating 
entries noted in the "duplications" row of the table. 


Valuation of Inventory fior Balance Sheet (Question < 


Cost, and lower-of-cost-or-market valuations were used by almost all re- 
porting firms, with a definite pref'erence for the latter method indicated, especially 
amongst the larger firms. A few firms reported “market" in answer to this question. 

A number of other methods were reported and these have been combined,. for presentation, 
into one groupe Typical answers in this latter category were “ceiling price", "1939 
price", “arbitrary value“ and variants of selling price or cost, such as “cost less 
10%"; “selling price less 25%". Explanations of the exact meaning of “cost" and 
"market", as used here, are given in the following paragraphse 


Deflinition of Cost (Question 3) 


“Invoice cost™ (i-e., the actual purchase price inclusive or exclusive 
of freight depending on the terms of sale) was not very widely used. It was most 
frequently found applied to raw material inventory. “Laid down cost" (invoice cost 
plus duty, shipping and handling costs) was widely reported for raw materials inven- 
tory, but relatively infrequently for work in process and finished goods inventory. 


"Actual manufactured cost", which is defined below, was by f'ar the most popular 
method for valuing work in process and finished goods inventory. 


"Standard cost" was reported pe ee untae of firmse In a stan- 
dard cost system, unit costs are set each year (or more frequently) in terms of assum- 
ed rates of efficiency for the various operations of the plant. Subsequent com- 
parisons of actual cost with standards provide a measure of the extent to which the 
assumed standards have been met in practice, thus furnishing a valuable check on 
efficiency. A number of other methods, including “ceiling price", “estimated manu- 
facturing cost", “selling price less reduction to cost", and variations of stan- 
dard cost, where some proportion of the total was “standard™ and the balance “actual”, 
were also reported. Firms reporting these methods have been combined in the “other" 
row of the Table. 


Method of Determining Unit Cost (Question 4 


It is frequently difficult, if not impossible, to allocate 
costs incurred in manufacturing exactly between goods sold or issued, and goods 
on hand (inventory). However, actual identified cost (specific item cost) was 
reported quite frequently. Goods sold (or materials issued) are actually identified 
as to cost under this method. [In the “first-in-first-out" method, which was re- 
ported less frequently, sales or issues are assumed to be from the oldest items in 
stock, and goods left in inventory are automatically valued at more recent costs. 
In a period of rising prices this method will show a relatively high valve for 
inventory. 


The method reported most frequently was "average cost“. Sever= 
ad variants are in uses Im one variant (“monthly average"), unit cost of sales 
or issues during a month is calculated by adding to inventory at the beginning of 
the month, purchases during the month, both in physical and value terms, and 
calculating, by division, average unit cost of this lot of goods.e Cost of goods 
sold or issued during the month, and inventory at the end of the month, are then 
valued by means of this “average unit cost". In another variant of this method 
(“moving average") unit costs are recalculated each time a purchase is made, 
rather than at monthly intervals onlye A supplementary questionnaire was sent 
to a number of firms reporting average cost, to determine which of the above 
variants was used most frequently. Most firms receiving this supplemertary form 
indicated a preference for the monthly average method. 


Components of Manufactured Cost (Question 5) 


“Manufactured cost", for purposes of computing cost of sales, 
must of necessity, include all relevant costs. For the purpose of valuing in- 
ventory however, some elements of total cost may be omitted. 


For a number of firms, manufactured costs, for purposes of 
inventory valuation, included only materials and direct labour. Most firms in- 
clude, in addition, factory overhead (excluding depreciation). A high proportion 


pane hs oe 


also included depreciation. A number also included a share of administrative. ex- 
penses. <A few firms included, in addition to the other costs, a share of interest 
on bank loans and municipal taxes. In interpreting the answers to Question 5, 

as tabulated, it should be noted that firms reporting under a given category will 
generally report also under all preceding categoriese A firm reporting under 
“depreciation”, for instance, will also report under “factory overhead excluding 
depreciation” and naturally will include in costs, materials and direct labour. 


Meaning of Market (Question 4) 


As interpretations of “market™ differ, it is necessary to 
define the term. “Replacement cost" was reported most frequently. By “replace- 
ment cost” is meant the cost of acquiring the goods in question by the usual 
method of acquisition for the firm, whether this be by purchase or manufacture. 
Other methods, reported less frequently, were “estimated selling price", “esti- 
mated selling price less cost to sell and profit", and miscellaneous methods, 
which have been combined for tabulation, such as, “selling price less cost to 
sell", and “lower of (a) replacement cost,. (b) selling price less cost to sell 
less normal profit". 


Reserve Policy (Questions 10 and 11) 


Frequently firms adjust their inventory value, as computed 
by the methods described above, by deducting a "reserve". This reserve is of 
sufficient size to yield what the firm's directors consider to be a conservative 
estimate of profit for the year. Almost half of the reporting firms indicated 
that they had such reserves. Larger firms reported reserves more frequently 
than the smaller ones.» Approximately equal numbers reported thats (a) the reserve 
was shown separately on the balance sheet, (b) the reserve was nov shown separa- 
tely on the balance sheet. 


Determination of Selling Price (Question l<) 


Firms were asked to report whether “actual cost" or "replaee- 
ment cost" was the more important factor in determining the selling price of 
their productse The majority of firms indicated that “actual cost" was the more 
important, however, the proportion favouring “replacement cost" was quite high. 


mreatment of Goods in Transit in Inventory Accounting (Question 13) 


The question is rather difficult to analyze without a know- 
ledge of the distributive and financial structure of the firms, as for instance, 
whether or not they own their own wholesale or retail outlets, end whether or not 
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they are branch plants of U.S. corporations. However, a large number of firms 
reported thet goods in "out-transit" were included in inventory, and a consider- 
ably smaller number included "in-transit" goods. Coods on consignment to other 
firms were frequently included, but only a few firms reported inclusion of goods 
received on consignment from others. 
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SAMPLE SURVEY SCHEDULE 


Confidential Report on 


INVENTORY ACCOUNTING METHODS 
File NO-e 


MANUF ACTUK ING 


Dominion Bureau of Statistics 
Central Research and Development Staff 


Please complete one copy of this report for each of your manufacturing plants and 
return on or before Ms © All replies will remain strictly confidential to 
The Bureau of Statistics and your report will not be available to any other govern- 
ment department. Additional copies of this form may be obtained on request. 


a 


Name of Business coer eee ene eee eo eceoen eee FH twmstiGPeaerseseCeveHegeesresetHeeeseeetceeovesesve ees 
\\ 

Fead Office Address eevee se eons eset ece eee see eoveeeeeoesesteoseveeeoeeeeseeeoeeeereeee eee eeee ee 
Industry covered by Snas report eeoevse es seoersce oe eaoeoesese ees eooereeeFeereeeeseeeeeseseeee 


Location of plant for cee e ce dew nsec eve deate owe sels © olsielein ¢ NS. cl OC Ummuc sl lie 
which this report ee made eoeereceoeeoe tore ree oe city, town 0 8 eesie o wleeise ss aie he DL OV aii 


oe 


ee — A A TS TET 


1. (a) What was the date of your balance sheet for the fiscal year ending nearest 
December $l, 1947? 


(b) What was the value of your inventory at that date, 
Dollars 
Total 
Raw materials and supplies 
Goods in process 
Finished goods 


2. For balance sheet purposes for your fiscal year ending nearest to December Sl, 
1947, did you value your inventories at; check where applicable, 


Raw Materials Goods in process Finished Goods 


(a) cost ae C8 aa) 


(b) Lower of Cost or Market rae ur) Ce) 
(c) Other (please explain) 


qx 


eon. 


In determining cost did you arrive at it by using: check where applicable 


(a) Invoice Cost 
(b) Laid down Cost 


(Invoice cost plus, duty, 
shipping and handling 


charges) 
(c) Standard Cost 


(A) Actual manufactured Cost 


(e) Other (please explain 


Raw Materials, Goods in Process Finished Goods 


Ce, ORs, ys) 
Rar 7) oa, Cr) 


In determining the unit cost figure to be used in each case, did you arrive at 


it by using 


(a) Specific Item Cost 
(b) First-in-First-OCut 
(c} Average Cost 

(d) Last-In-First-Out 


(e) Other (please explain) 


SUPPLEMENTARY TO QUESTION 4. 


If you use average cost in your 
was it calculated? 


(a) Monthly average (average 


of inventory value at 


beginning of month plus 
new materials purchased 
or costs incurred during 


the month). 


(b) Cunulative or moving 


average (same as in (a) 


except the average is 


recalculated each time 
additional materials are 


purchased or incurred 


costs are transferred to 
the inventory account). 


(c) Some other. (Please 
explain) 


Raw Materials Goods in Process Finished Goods 


) ) 
) ) 


a rN 
NON ONES 
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( 
( 
) Lite) 
) fay) 
accounts, in which of the following ways 


Raw Materials Goods in Frocess Finished Goods 


Se 


mee ee 


In determining your cost to manufacture your various products, did you include 
therein in addition to direct labor and direct materials, 


Goods in Process Finished Goods 


(a) Factory Overhead other than Depreciation ( 
(b) Depreciation (Greg ( 
(c) Share of administrative expenses (Tate) ( 
(dq) Other, such as interest on borrowed money 

(please specify) 


ny 


If you used standard costs 
Raw Materials Goods in Process Finished Goods 


{a How of'ten have your 
standard costs been 
changed in the past 
ten years? 

(b) At what dates were 
they changed? 

(c) What was the date of 
the last change? 

(d} What was the reason 
for the change in 
each case? 


In those instances where you used “market™ did you take it to mean 


Raw Materials Goods in Process Finished Goods 


(a) Replacement cost through 

usual channels? Chg) . (14.8)  -) 
(b) Estimated selling price? (oar) Acie) . 
(c) Estimated selling price 

less cost to sell and 

normal profit? (aha ‘ey ca :) 
(d) Other? (please explain) | 


In general, where you use "market" do you apply it to 


Raw Materials Goods in Process Pinished Goods 


(a) each specific item? Cre: inte) Gr) 
(b) major inventory 
divisions? (or) ee’ (2 


(c) your inventory as a 


whole? el LF) oa, 


9. 


10. 


ll. 


le. 


ah a 


What is the percentage increase in the unit prices at which the various items 
are included in your inventories? (give estimated percentage increase for 
each classification set out below) (See Instructions) 


With respect to your inventory at your balance sheet date nearest Dec. 3l, 
1947, what was the 


Raw Materials Goods in Process Finished Goods 


(a) Percentage increase 
over the previous year 


(b) Percentage increase 
Over 1959 


nave you any reserve for anticipated future declines in inventory values pro- 
vided against your inventories in your fiscal year ending nearest December 31, 
19472 (Answer Yes or No for each category) 


Against or Against one or more of the following: 
Total Inventory only, kaw Materials Goods in Process Finished Goods 


Cat) (ae) bb) (=) 


If the answer to (10) is "yes" in respect of any classification, how wes the 
reserve set up? 


(a) By separate amount shown on 
the balance sheet ) 

(b) By separate amount not shown 
on balance sheet but deducted 
in determining figure or 
figures to be shown for 
‘inventories 

(c) By percentage reduction of all 
or some classes of items 
(please explain) 

(d) Other (please explain) 


Of these two, which carries the most weight in determining the selling price 
of your product, check one, 
(a) Actual cost as shown by your records (aa 5) 


(b) Replacement costs at current market price (  ) 


15. 


"14. 


15%. 


16. 


17. 


a 


In determining the materials to be taken into account for inventory valuation 
did you include, check where applicable 


(a) Materials in transit to you at the close of 

your fiscal period ( 
(b) Materials in transit from you at the close 

of your fiscal period ( 
(c) Materials owned by you but in the hands 

of others on a consignment basis ( 
(d) Materials owned by others but in your 

hands on a consignment basis ( 


ah 


What proportion of your production in 1547 consisted of 


Per Cent 
(a) Goods produced under binding orders ( ) 
(b) Goods produced for inventory. (Orders filled out of 
finished goods inventory) (an) 


(c) Other (please explain) 


What proportion of your inventory is hedged by the sale of options in 
commodity markets? Per Cent 


Series, 


How, if at all, does the method used in valuing inventories for balance sheet 
purposes differ from the method used in reporting values of inventories on 
the Capital Schedule, Census of Industry, Dominion Bureau of Statistics? De- 
seribs below any major differences referring to the questions listed above by 
number e 


Answer Yes or No 
(a) Have you, in the past, followed a consistent policy 
in valuing your inventories? ( ) 
(vb) If no, describe briefly any major changes. 


(c) Were any important changes made during the 
current year? ( ) 
(i) If yes, please explain. 


I hereby certify that the information given on this report is complete and correct 
to the best of my knowledge and belief’. 


Name and address of person e © tele (@ 6. ce we) ¢ 0) 01 6, hey ene mre menmne One 
making this report. 


Rate of this report oe 0. “e cw Le, “ 0 “@ 70° \<0) (0 Kev te te) cee ems eae 
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